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TRPs

Definition, Responsibilities, Penalties
By Thomas C. White, III, and Linda M. Plunkett
Q. What do a used car dealer, a
farmers cooperative, and a
computer software firm have in
common?
A. They, like you, may be subject to
Internal Revenue Code penalties
as Tax Return Preparers.
If you are surprised by the
answer to the riddle, you may also
be unaware of other interpretations
of the legislation regarding Tax
Return Preparers (TRP). The scope
of these laws and the related
penalties are the focus of this
article.
History and Background

Twelve years ago, Congress
enacted Public Law 94-455, which
is more commonly known as the
Tax Reform Act of 1976 (TRA 76).
Accountants have come to know
and respect the importance and
influence of this act because the
Congress, the courts, and the
Internal Revenue Service have
enforced and expanded it during
the last decade. An aspect of the
TRA 76 — the definition of Tax
Return Preparers — has been
extended significantly. This
expansion has come as a result of
both professional and public need.
Before the mid-1970’s, many
taxpayers were able to prepare
their own income tax returns
without technical assistance. The
passage of TRA 76 began an era of
extremely complicated income tax
laws and administrative
procedures. As a result, more of the
taxpaying public for the first time
found themselves unable to prepare
their returns without professional
help.

Many taxpayers sought
assistance from reputable tax
return preparers, including CPAs;
but much of the naive public was at
the mercy of the unregulated tax
return preparer. Some
unsuspecting taxpayers were lured
by misleading advertising such as
touted claims of guaranteed
refunds. Many unscrupulous TRPs
were like the traveling medicine
men of old times; they collected for
their substandard product and
disappeared before the taxpayer
was aware of any problems or
mistakes. Certainly not all of the
unregulated TRPs were charlatans,
but there were more than a
handful.
In the interest of protecting the
public, Congress saw the need for
defining “tax return preparers”
and the limits of their
responsibilities. Thus, the TRA 76
was, in part, an act of stewardship
by Congress.
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Definition of TRP
As accountants, we have
traditionally thought that the term
TRP has referred mainly to us. In
addition, we have been aware that
the expanding definition of TRP
likely included the springtime
proliferation of tax return
assistants as well.
However, the statutes have
defined TRP even more broadly
than that. Code Section 7701(a)(36)
and its related Regulations define
an income tax return preparer as
any person who prepares for
compensation (or who employs one
or more persons to prepare for
compensation) all or a substantial
part of any return or claim for
refund of tax under the income tax
provisions of the Code.1
The expansion of terminology
encompassed agencies and
organizations other than those
which are customarily paid to
prepare another’s return.
Examples of these are:
• The car dealer who touts the use
of refunds as a source of a down
payment.
In this case, the TRP laws and
penalties apply to those dealers
that prepare tax returns for
customers, with the refund
proceeds applied as a credit to
the car purchased.2
• Farmers Cooperatives which
assist their members by
preparing Schedule F for Form
1040.3
• Computer software
manufacturers, since they have
interpreted the application of
tax law.4
>
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An aspect of the TRA
76 — the definition of
Tax Return Preparers
— has been extended
significantly.
• Banks, which may be assisting a
naive beneficiary of a bankadministered trust.5
• Attorneys, who may advise their
clients on substantial financial
aspects of transactions.6
• Preparers of related returns.
An example that would fall into
this category is the case of the
preparation of a corporate
president’s 1040 at no charge
when the corporate return has
been prepared for a fee. The
statutes define the preparer as
TRP of both returns. Even
though no compensation was
received for the individual
return, it was a close enough
relation to warrant TRP
definition.7

When you prepare an income tax
return, a supporting schedule with
a substantial tax effect, a claim for
refund, or when you extensively
review, give income tax-related
advice, or hire people to prepare
income tax returns, you will be
defined as a TRP under the
existing law.

For example, in 1979 a CPA was
unsure if he was considered a TRP
in the situation where he had not
prepared the tax return but had
performed a substantial review of
it. The corporate officer who had
prepared the return insisted on
signing it as the preparer. To solve
the confusion, the CPA requested a
Letter Ruling in which the IRS
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responded that both the CPA and
the corporate officer should sign as
TRPs.
Furthermore, you will be
considered a TRP whether you are
involved with an individual,
corporate or fiduciary return. You
could even be regarded a TRP if
you merely assist in preparing non
taxpaying entities’ returns such as
partnerships, or subchapter S
corporations.8 However, the TRP
definition does not include
preparers of payroll tax returns,
estate, gift, or other informational
returns.
Treasury Regulation Section
310.7701-15 lists the only other
exemptions from the TRP
provisions and interpretations. In
general, these are:
1. Furnishing mere clerical or
mechanical assistance.
2. Preparing a return for an
employer as an employee.
3. Preparing a fiduciary return
as a trustee.
4. Responding to audit/
deficiency notices when the
original return was prepared
by another TRP.
A rule of thumb that may be
useful in understanding just who
may be included in the statutory
definition of TRP is that a TRP
may be defined as anyone who is
relied upon by the taxpayer for a
professional taxation opinion or
interpretation. The educational and
professional qualifications of the
person are irrelevant to the
classification as TRP. If there is
any uncertainty as to whether you
may be regarded as a TRP for a
particular situation, research into
the Code might save you the
aggravation and cost of some
significant penalties. The IRS will
not be much help in the
determination of a “TRP.” The
Service will not rule on who must

comply with the TRP rules until
after the fact.9
Penalties
TRA 76 importantly altered the
penalties for TRPs. These are
briefly outlined in the sidebar by
Internal Revenue Code sequence.
The disparity in the dollar
amounts of the penalties may be
misleading. Wary professionals will
consider the possible number of
occurrences as well as the
nonmonetary penalties of a felony
conviction or a damaged
reputation.

TRP Responsibilities and
Potential Violations
Conscientious TRPs understand
the responsibilities outlined by the
Code. They must exercise due
diligence to understand, appreciate
and communicate to the taxpayer
the rules and regulations that may
affect the tax reporting process.
TRPs cannot accept the clients’
information at face value, but
neither are they the auditors of the
clients’ information. Such
seemingly inconsistent
responsibilities require TRPs to
exercise due diligence and sound
judgment in tandem.
For example, a TRP may use
professional judgment in the
acceptance of a client’s claim of a
$2,000 unreimbursed medical
expense. Yet the TRP may request
substantiation for the same dollar
amount claimed as a charitable

accountants, we
have traditionally
thought that the term
TRP has referred
mainly to us.
As

contribution. Due diligence would
motivate the TRP to discuss these
items with the taxpayer-client.10
The TRP must be able to explain
any acceptance or rejection of a
taxpayer’s data or liabilities. The
TRP owes these explanations to the
clients also, and the reasoning and
discussion should probably be
documented in the clients’ files as
protection against the penalties for
negligent, intentional or fraudulent
understatement of taxpayers’
liabilities.
Frequently, more than one TRP,
as defined by law, may be involved
in the preparation of a return.
Perhaps the most common example
of this would be the case where a
supporting schedule is furnished by
one TRP while the rest of the
return is prepared by another TRP.
If the supporting schedule is
considered substantial or especially
significant to the entire return, the
schedule preparer should sign the
return, not the preparer-processor.
A similar problem exists in a
firm where an employee of the firm
actually prepares the return, but
the principal or partner conducted
the client interview and gathered
the information from the taxpayer.
If the partner reviews the
completed tax return, should the
partner or the preparer sign it? In
this case, the partner should sign.
Another area to be avoided as a
TRP is the negotiation of a refund
check for a client, no matter how
convenient that may be for the
taxpayer. The statutes specifically
forbid this and impose a $500
penalty for each violation. An
exception to the rule could be when
the TRP is considered to be the
client’s “business agent.” This may
be the case when the TRP is the
signatory on the client’s bank
account.11
Banks also should be careful of
their TRP responsibilities. Their

attempts to assist their customers,
especially in the trust department,
may lead to an inadvertent
classification as a TRP.
Cases
The definitions, penalties, and

responsibilities of a TRP are not
merely ominous provisions that
exist in the Code. Provisions have
been tested in the courts. Even
though information about the
number and the amount of fines
assessed by the IRS is not easily
accessible, a few cases that have
been decided in court give TRPs
the scope and magnitude of the
enforcement.

. . . a TRP may be
defined as anyone who
is relied upon by the
taxpayer for a
professional taxation
opinion or
interpretation.
The cases of Powell12 and
Bohonnon13 are especially
interesting since they involve
attorneys as TRPs. N. E. Powell, a
tax attorney, believed that he was
not considered a TRP under the
definition of TRA 76. He, therefore,
filed clients’ tax returns that he
had prepared without including his
social security number to identify
him as preparer. The District
Court of New York upheld the
IRS’s prosecution of his violation of
Section 6695(c) and assessment of
his fine.
The Bohonnon case has even
more significant implications. As a
result of the findings in this case,

attorneys who prepare tax returns
may lose their client-attorney
privilege. R. W. Bohonnon, an
attorney, believed that he should
not be required to furnish the IRS a
list of his Subchapter S clients,
since he viewed that as a breach of
privileged information between
attorney and client. However, the
IRS invoked an enforceable civil
summons to procure a client list on
the grounds that information given
to an attorney for the purpose of
preparing a tax return results in a
TRP status rather than that of an
attorney. The District Court in
Connecticut upheld the IRS, and
the attorney was forced to comply
with the summons since he was
denied exemption from TRP
requirements due to attorney-client
privilege. Thus, if attorneys
prepare or give tax-related advice,
they may be considered TRPs, and
their workpaper files may become
open to IRS scrutiny.
Additional Sanctions

In addition to the monetary and
criminal penalties outlined
previously, the IRS also may invoke
injunctive powers. That is, if the
IRS determines that the TRP is not
complying with the administrative
provisions of the TRA 76, it may
seek an injunction to close the
TRP’s operations in part or
entirely.14 A unique feature of this
injunctive power is that the TRP
may be closed without as much as a
hearing or conviction.
The most well-known case of this
sanction was the one involving
Ernst & Whinney beginning in
March 1982. In the capacity of tax
advisors, E & W encouraged its
clients to claim investment tax
credits that the IRS questioned.
The IRS asserted that misleading
information and documentation
was used to support bogus credits.
An injunction was issued against ►
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the accounting firm, and E & W
was not allowed to enter into an
adversary proceeding. E & W
maintained that they were not
TRPs because they had not
prepared these particular clients’
returns but only advised them on
tax matters. A John Doe summons
(where the IRS did not have to
identify the clients involved or to
specify sections violated) was issued
and enforceable even though
evidence did not show any
particular provision of the Internal
Revenue Code had been violated.
The enforcement was upheld under
the Powell standards.
Return Preparers Program
In 1981, the IRS began a Return
Preparers Program that
accumulates statistical summaries
entitled “Program Action Cases.”
This is the way the IRS has chosen
to monitor patterns of

noncompliance with the TRP
provisions. Each IRS District is
maintaining files regarding any
alleged misconduct. These files are
distributed to the IRS Service
Centers, the Examination Division,
and the Criminal Investigation
Division.
Since 1983, these files have been
accumulating information on any
TRP that has been investigated.
The statistics include the number
of returns prepared by the TRP;
the names of taxpayer-clients;
taxable income, tax liability, and
refunds of the clients; Schedule C
and F income or loss, total
contributions, and total
adjustments to income of the
clients.
Periodically, an IRS committee
will examine these Program Action
Cases. Presently, the procedure is
to attempt to uncover the practice
of making material errors that may
demonstrate intentional
misconduct or clear incompetence
in preparing income tax returns.15
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TRA 76 importantly
altered the penalties
for TRPs.
Unfortunately, the burden of proof
is on the TRP.16
Conclusion

In the years since the passage of
the TRA 76, the definition of the
TRP has been expanded to include
many individuals who traditionally
have not been considered TRPs.
The expanded definition has
resulted from both court decisions
and IRS pronouncements. With the
expanded definition, individuals
who do not consider themselves a
TRP may find they have violated
the Code and face monetary or
criminal penalties.
If tax return preparation is a
primary business activity in your
firm, staff members and principals
alike should be fully aware of the
provisions and implications of the
TRP laws. As a practical matter,
the TRP provisions of the TRA 76
should be included in office
manuals and office administrative
procedures of all potential TRPs.
You should update your office
procedures immediately if they do
not incorporate the internal
controls necessary to protect you
from the penalties of
noncompliance with the TRA 76.

Another area to be
avoided as a TRP is
the negotiation of a
refund cheek for a
client.
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Classifieds
PROFITABLE
BUSINESSES FOR SALE
By Owner
AFFILIATED
BUSINESS CONSULTANTS
Paul Grillos 719-630-8188

Expand your job search. Mail
subscription rates of 67 major
Sunday Newspapers with large
help wanted sections including
professional accounting. Many of
the positions are not advertised in
any other publication. $12.00 book
format. Anderson Publishing, Dept.
WCPA, 1516 Hendry, Ft. Myers, FL
33901.

Penalties for
Tax Return Preparers
Section

6694(a)

6694(b)

6695(a)

Violation

Amount
Per Return

Negligent or intentional disregard of
rules or regulations causing
understatement of taxpayer liability

$100

Willful understatement of taxpayer
liability

500

Failure to furnish a copy of the return
to the taxpayer

25

MOVING???
Please Give Us Six Weeks
Advance Notice

6695(b)

Failure of preparer to sign return

25

6695(c)

Failure to furnish identifying numbers

25

6695(d)

Failure to maintain copies of returns
prepared or to maintain a listing of
clients

50

6695(e)
(1)
(2)

Failure to maintain records of
employee return preparers
Failure to provide all information on
return required by IRC Sec. 6060

ATTACH LABEL FROM
RECENT ISSUE HERE OR
PRINT OLD ADDRESS AS
WELL AS NEW IN SPACE
BELOW

100
$5
per item

6695(f)

Endorsing or negotiating a tax refund
check
500

7206

Fraudulent understatement

$100,000 fine
and/or 3 years
imprisonment

7207

Willful delivery or disclosure of
fraudulent document to the IRS

$10,000 fine
and/or 1 year
imprisonment

7216

“Quarterly CPE Exams” on Journal
of Accountancy, Practical
Accountant, Taxation for
Accountants, CPA Journal, Tax
Adviser, others. Satisfaction
guaranteed. Request free brochure.
1-800-334-0854, Extension 520.

Unauthorized disclosure of taxpayer
$1,000 fine
information
and/or 1 year
imprisonment

Name (please print)

Old Address

City

State

ZIP

State

ZIP

NEW ADDRESS

City

Return this to:
CIRCULATION DEPARTMENT
THE WOMAN CPA
P.O. BOX 39295
CINCINNATI, OHIO 45239
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